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Vagaries of Non-Par Stock
E precise nature of capital stock
THwithout
par value and its correct ac-

counting treatment remain subjects provocative of much misunderstanding. The
following case which came to our attention
recently involves misconceptions concerning the treatment of stock dividends and
methods of balance sheet preparation where
there is capital stock having no par value.
A certain corporation had outstanding
common stock without par value, in addition to several classes of preferred stock
with par value. More than two-thirds of
the common stock outstanding was issued
in a share-for-share exchange for an old
issue of common stock of $50 per share
par value, which had been retired. The
remainder was issued on a sliding scale of
prices to holders of bonds containing a conversion privilege.
These facts were recorded in the books
in a rather unique way. An account was
maintained with common capital stock.
However, no money entries were made in
this account. Instead, it was kept as a
memorandum account only, for the purpose of showing currently the number of
shares of common stock outstanding.
The amounts arising from the issuance
of the common stock—approximately $10,000,000—were credited to an account
called "Capital reserve." The title of this
account indicates the purpose to which it
was put. It was treated as a reserve.
Against it were charged discount and expense incurred in connection with various
issues of bonds, notes, and capital stocks
of the company and its subsidiaries,
amounting to nearly $7,000,000, approximately half of which applied to live issues
of securities. It had a credit balance,
therefore, of only about $3,000,000.
The surplus arising from operations was
kept in a separate account, and amounted
to $5,500,000.
In the balance sheet the common capital
stock was shown, following the preferred
issues, as consisting of a certain number of

shares outstanding, without par value. No
money value was extended, but reference
was made to the capital reserve. Under
this latter caption was shown a credit of
$10,000,000 arising from the issuance of
common capital stock without par value,
less $7,000,000 representing discount and
expense on bonds, notes, and capital stock,
with the difference of $3,000,000 extended
as the balance in the reserve. The surplus
was shown separately.
The directors of the company desired to
declare a stock dividend on the common
stock, there being a large quantity of unissued shares available. One share, without
par value, was to be allotted to each fifty
shares outstanding. This procedure was
adopted as obviating a large outlay of
cash, which the payment of a cash dividend
would require.
The directors further desired to maintain
the company's surplus intact, in order that
the market value of its preferred stock
would not be affected. Consequently no
money entry was to be made for the stock
dividend. This procedure was thought to
be appropriate, in view of the nature of
capital stock without par value, and the
way in which it was reflected in the accounts of the company. The adoption of
this course aroused considerable discussion.
The chief consideration is the law. The
laws of Delaware, under which the corporation in question was organized, provide as
follows with regard to dividends:
"No corporation created under the provisions of this chapter, nor the directors
thereof, shall make dividends except from
the surplus or net profits. Dividends may
be paid in cash or capital stock at par, or
in the case of capital stock without par
value, dividends in capital stock may be
paid at a price fixed by the board of directors, but otherwise the corporation
shall not divide, or in any way pay to the
stockholders, or any of them, any part of
its capital stock, except according to this
chapter."
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From the above it appears to be legal
for the directors to declare a dividend payable in stock having no par value without
making any money entry therefor in the
company's books. According to the Delaware law, such stock dividends may be
paid at a price fixed by the board of directors. If the directors choose to set no
value, or a merely nominal value, on the
stock issued as a dividend, it seems that
such procedure complies with the law.
However, the propriety of making a
dividend payable in non-par stock in this
manner is open to question. The term
"dividend" usually signifies a division of
accumulated profits. The term "stock
dividend" usually means a division and
retention of accumulated profits.
Consequently it seems that an entry in
the books is necessary in the case of a
stock dividend, to transfer from surplus
to capital stock the portion of the accumulated profits which is to be capitalized.
Where the stock has par value, the amount
of the entry is the total par value of the
stock paid out. Where the stock is without par value, determination of the amount
to be capitalized is more difficult.
In general it seems that the average
value assigned to each share should approximate the average price per share received in the past from the sale of stock
without par value. This average, multiplied by the number of new shares issued,
gives an amount which may be used as
the basis of a charge to surplus and a credit
to capital stock to record the payment of
the stock dividend.
Obviously there can be no objection in
any case to an increase in the number of
a company's shares outstanding, by pro
rata division of unissued stock among the
existing stockholders, without increasing
the capitalized portion of the net worth.
However, such procedure should be termed
a "stock distribution" rather than a "stock
dividend." A stock dividend signifies a
capitalization of accumulated profits, and
renders the surplus so capitalized unavailable for cash dividends in the future. A

75

stock distribution merely operates to increase the number of units outstanding,
with a decrease in the capitalized value
per share. It does not affect the surplus
available for cash dividends.
If the term "dividend" is applied to
stock distributed in this manner, a stockholder receiving additional shares may be
misled. He reasonably may infer that his
additional shares represent a capitalization
of surplus earnings. He then may feel safe
in disposing of the increment to his holdings, with the assurance that the approximate amount of his original investment
still is preserved in the capital stock account of the company, so that it cannot
be dissipated in the form of cash dividends
in the future. Consequently a distinction
should be made between the two.
Apparently, in the case at hand a division or distribution of stock among the
stockholders other than as a dividend is
contrary to the laws under which the corporation is organized. Consequently the
payment of stock should be termed a dividend in order to make it legal, but full explanation of its nature should be made to
the stockholders.
The method used in the present case of
recording non-par stock on the books, and
of displaying it in the balance sheet, not
only is indefensible, but is wrong, and is
contrary to the true conception of capital
stock without par value.
It is true that shares of stock with no
par value represent simply certain portions
of the net equity of a corporation. However, that is no excuse for failing to distinguish between capital paid in and surplus arising from earnings. Although the
laws of some states apparently permit the
declaration of dividends from a portion of
the proceeds from sales of stock without
par value, so long as stated capital is preserved intact, the propriety of this procedure is in all cases subject to question.
Capital contributions should be labeled as
such, and should never be used for dividends. It follows that the account representing the capital of a concern should not
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be charged with current expenses in order
to build up a large surplus which may be
used for dividends. However, that is what
has been done in the case at hand.
The resulting balance sheet is very misleading. Since the process of arriving at
the amount shown as the balance in the
capital reserve is shown in the statement,
what has occurred is clear enough to any
one versed in the subject. The danger lies
in the fact that a large number of those who
have occasion to read the balance sheet,
particularly stockholders, have little or no
knowledge of accounting. They may be
led to believe that the entire $5,500,000
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shown as surplus is free for dividends,
and they may buy stock on that assumption.
Such a statement of the matter could
arise only from gross ignorance of the
nature of capital stock without par value,
or from an intent to mislead. Because of
the comparative recency of capital stock
without par value, there is much misunderstanding concerning its nature. The various state laws on the subject lack uniformity, and many are in an experimental
stage. It is to be hoped that in the next
few years progress will be made in clearing
up the matter.

